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Legal Notes
Harold Dudley Greeley, Editor
NATIONAL BANKRUPTCY ACT

Bankruptcies and all matters related to the administration of bankrupts’
estates are governed under an act of congress known as the bankruptcy act
of 1898. This basic statute was amended first in 1903. Subsequent amend
ments have been made from time to time, the last being an act of congress
approved by President Hoover on March 3, 1933. This amendment makes
several changes of current interest to accountants. A brief refreshing of
memory as to certain provisions and procedures in bankruptcy practice
prior to March, 1933, will be helpful to an understanding of the present
amendment.
All matters in bankruptcy are administered under the jurisdiction of the
United States district courts, the supreme court of the District of Columbia and
the United States court of Alaska. Any person or any corporation (except a
municipal, railroad, insurance or banking corporation) may petition one of
these courts to be declared a voluntary bankrupt. Any person except a wage
earner (whose compensation does not exceed $1,500 a year) or a farmer, any
unincorporated company, and any moneyed, business or commercial corpora
tion (except the four named in the preceding sentence) owing debts of at least
$1,000 may be adjudged an involuntary bankrupt upon petition by certain
creditors. But a prerequisite to involuntary bankruptcy is the commission
by the debtor of one or more acts of bankruptcy enumerated in the statute—for
example, any attempt to give one creditor a preference or advantage over
another creditor. A debtor is not insolvent under the bankruptcy law if his
total assets exceed his total liabilities, although he may be unable to pay his
debts as they mature.
Each court appoints one or more referees to assist it. After a trial, with or
without a jury, the court either dismisses the proceeding or adjudges the debtor
a bankrupt, the latter judgment being known technically as the adjudication.
After an adjudication the court calls a meeting of the creditors who then take
such steps as they think are for the best interests of the estate. The creditors
usually appoint one or three trustees to preserve the property during the pro
ceeding. Creditors submit proof of their claims, each being required to sur
render any illegal preference or advantage he may have received. A secured
creditor is one who legally holds security of any sort for the payment of his
claim and he proves only an excess of his claim over security held by him. A
provable claim must be founded on a debt which is a fixed liability evidenced by
a judgment or a written instrument, or on an open account or a contract.
Certain claims have priority. After adjudication, the referee from time to time
declares dividends payable on all unsecured claims which have been allowed,
except claims entitled to priority.
An adjudged bankrupt may offer terms of composition to his creditors. If a
proper composition proposal is accepted, the court will confirm it and direct
the distribution of the amount offered by the bankrupt among the creditors.
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After one month and within the next twelve months subsequent to adjudica
tion, the bankrupt may apply to the court for a discharge. The discharge
will be granted after a hearing unless the bankrupt has committed some act or
has failed to perform some required duty of sufficient importance to justify the
denial of a discharge. A discharge releases the bankrupt from all of his
debts except taxes, provable debts which were not included by the bankrupt
in his schedules where the creditor had no notice or knowledge of the bank
ruptcy proceeding, certain wages and certain tort and similar claims. The
liability of a co-debtor with a bankrupt or of a guarantor or surety for a bank
rupt is not altered by the bankrupt’s discharge.

Summary of Amendment
Five new sections were added to the 1898 bankruptcy act designated as
sections 73 to 77 inclusive, all under the general caption “Provisions for
the relief of debtors.’’ Section 73 provides that bankruptcy courts shall have
jurisdiction in proceedings for the relief of debtors as provided in sections 74,
75 and 77. Sections 76 states that extensions made pursuant to section 74
extend the obligation of any person secondarily liable to any other person for
the prompt payment of the whole or part of any debt affected by the extension.
Section 75 relates to agricultural compositions and extensions and section 77
covers reorganization of railroads engaged in interstate commerce. Section 74
is the only one of general interest. This in substance gives a solvent person
or partnership, but not a corporation, an opportunity to obtain the benefits
of the bankruptcy act when he or it is unable to pay obligations as they mature.
This promises to substitute an inexpensive proceeding in place of the more
complicated equity receivership and to furnish a proceeding when the latter
would not be available, because, for example, there was no diversity of citi
zenship or no complaining creditor holding a claim of a sufficiently large amount.

Changes Effected by Amendment

Lawyers are not in agreement as to what changes were made by the amend
ment. It was thought at first that sections 12 and 13, which authorize a cor
poration to effect a compromise, had been automatically repealed by section
74 which seemingly confines the relief of compositions and extensions to nat
ural persons. Senator Daniel O. Hastings, chairman of the judiciary commit
tee of the senate, promptly denied that corporations had been deprived of
the power to make compositions and stated that the contrary impression had
arisen from a mistake in printing some last-minute changes. His opinion of
course is not conclusive because only a court can finally construe a statute to
ascertain its meaning.
The rights of secured creditors are affected to some extent. Although the
amendment in section 74 (i) states that an extension or composition shall not
reduce the amount of or impair the lien of any secured creditor, it expressly
states that the time and method of liquidation of a secured debt may be
affected. Under certain conditions a secured creditor can be compelled to
become a party to an extension or composition and under section 74 (n) the
court may enjoin any secured creditor who may be affected by a proposed
extension from proceeding in any court for the enforcement of his claim until
the extension proposal has been confirmed or denied by the court.
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It is thought that receivers will not now be appointed in bankruptcy pro
ceedings as frequently as has been the practice. Formerly, any creditor who
could make a plausible showing of the need for a receiver could usually procure
the appointment of one before the other parties in interest knew anything about
it. Under the amendment, notice of the application for the appointment of
a receiver must be given to all creditors and to all attorneys who have ap
peared in the proceedings. Thus an opportunity is given for vigorous op
position and no receiver is apt to be appointed unless real need for one is demon
strated.
The effect of the amendment upon the right of a landlord to prove a claim
for rent accruing subsequent to the date of bankruptcy is not clear. This
matter is of paramount interest and importance today when tenants under
leases executed prior to October, 1929, are exerting every effort to escape from
their obligations. Unless the amendment has effected a change, a landlord
can not sustain a claim for future rent but is left to future law suits against the
tenant as the rents become collectible. This makes it possible for an adroit
bankrupt tenant to arrange his affairs so that no subsequently acquired prop
erty comes within the reach of the landlord judgment creditor. A corporate
tenant can work a slight variation of this trick. It can go into bankruptcy
with its current rent fully paid. A new corporation can then be organized by
the same persons who control the corporation which is the tenant. The
new corporation then purchases at a fair valuation all of the assets of the
bankrupt corporate tenant and the landlord is left high and dry with only a
right for future rent against a defunct corporation which has been stripped of
all its property. If the landlord can not prove a claim for future rent, he can
not participate as a creditor in the distribution of the proceeds of the sale of
the tenant’s assets.
Some lawyers think that the amendment gives a right to claim for future
rent in order to prevent this sort of manoeuvre. Section 74 (a) expressly pro
vides that in a proceeding to procure an extension a claim for future rent is a
provable debt to be liquidated. But the point of legal difficulty is whether or
not this provision relates solely to proceedings for procuring an extension. In
such proceeding it would not benefit the landlord because he could sue at
each maturity date and the tenant would not be discharged for future rent.
But the amendments were intended to aid debtors, not creditors, and if con
gress intended to make claims for future rent provable in all cases, it probably
would have amended section 63. That section permits proof of only those
debts (except certain ones not relevant in this discussion) which are founded
upon an open account or upon a contract express or implied. Rent to accrue
in the future is not even a contingent present claim. The policy of congress
has been to encourage compositions. But compositions would not be en
couraged if a landlord could prove for future rent because a majority of cred
itors would not consent to a composition when by refusing they could force
an adjudication and thus relieve the bankrupt estate of the burden of future
rent.
One expedient which has been tried in an effort to make a claim for future
rent provable is to provide in the lease that upon the filing of any petition in
bankruptcy all future rent shall become immediately payable. The United
States supreme court has denied the legality of this and has called it merely
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a penalty and a device to prevent equitable distribution of the bankrupt
estate. (Kothev. Taylor Trust, 280 U.S. 224). But it has been held by the same
court that the bankruptcy of a lessee of personal property constitutes an
anticipatory breach of the contract of lease. (Central Trust Co. v. Chicago
Auditorium, 240 U. S. 581). It is probable that the recent amendment does
not make a claim for future rent provable except in a proceeding to procure
an extension.
Wage earners are well protected under the amendment. They may volun
tarily seek the benefits of the new provisions but no order of adjudication or
liquidation can be entered without the wage earner’s consent and involuntary
proceedings can not be instituted against them.

Summary of New Section 74
This section relates to compositions and extensions. It is divided into six
teen subdivisions, some of which are not of sufficient interest to be included in
this summary. Each subdivision upon which comment is made is identified
by its alphabetical designation.
(a) Any person, except a corporation, may file a petition, or in an involun
tary proceeding before adjudication may file an answer, showing that he is
unable to pay his debts as they mature and stating that he desires to make a
composition with his creditors or to procure an extension of time to pay.
Where an extension agreement is under consideration, all claims of every
character, including one for future rent, are provable. Upon the filing of
such petition or answer, the judge approves it if it is filed properly and in good
faith or he dismisses it. If he approves it, no adjudication can be made (ex
cept as specified in subdivision 1) but the court may impose any proper restric
tions for the protection of the estate.
(b) After the filing of such petition or answer, the court may appoint a
custodian or receiver to exercise such supervision over the debtor’s business
as the creditors or the court may direct.
(c) A meeting of the creditors shall promptly be called and the notice for it
shall state that the debtor proposes to offer terms of composition or extension.
Any creditor may controvert the facts alleged and thereupon the court renders
a decision dismissing the petition unless the material allegations are sustained
by proof.
(d) At the first meeting of the creditors, the debtor may be examined, the
creditors may nominate a trustee who thereafter shall be appointed by the court
if liquidation becomes necessary, and the court shall fix a reasonable time within
which an application for confirmation of the proposed composition or extension
shall be made.
(e) An application for the confirmation of a composition or extension pro
posal may be filed in court if it has been accepted in writing by a majority in
numbers of the creditors whose claims if unsecured have been allowed, or if
secured are proposed to be affected by an extension proposal, provided that said
number of creditors represents a majority in amount of such claims. If an
extension is proposed, money or security sufficient to pay all debts which have
priority and all costs of the proceeding must be deposited as directed by the
court. If the proposal is for a composition, the consideration to be paid by the
debtor to his creditors must similarly be deposited.
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(f) The court fixes a date and place for a hearing upon an application for a
confirmation of the proposed composition or extension and objections which
may be made to confirmation.
(g) The court will confirm the proposal if it includes an equitable and
feasible method of liquidating any claims of secured creditors which may be
affected and of financial rehabilitation for the debtor; if it is for the best inter
ests of all creditors; if the debtor has not been guilty of acts or failed to perform
duties so as to constitute a ground for denying him a discharge; and if the offer
and acceptance have been made or procured in good faith and in conformity
with law. Upon an application for extension, each creditor filing a claim must
prove that his claim is free from usury as defined by the law of the place where
the debt is contracted.
(h) The terms of an extension proposal may extend the time of payment
of either or both unsecured debts and debts which are secured when the security
is in the actual or constructive possession of the debtor or the custodian or
receiver. They may provide also for priority of payments to be made during
the period of extension as between secured and unsecured creditors. They
may include specific agreements to be performed by the debtor during the
period of extension, including provisions for payments on account and for super
visory or other control over the debtor’s business or affairs by a creditors’
committee or otherwise. The extension proposal may provide also for the
termination of the extension period under certain specific conditions. But
an extension proposal has no effect upon allowances and exemptions to bank
rupts and those are set aside for the debtor’s use.
(i) An extension proposal when confirmed becomes binding upon the debtor,
his unsecured creditors, and such secured creditors as are bound by it. An
extension or composition does not reduce the amount due to or impair the
lien of any secured creditor but it may affect the time and method of liquidation
of secured debts.
(j) After a composition proposal has been confirmed, the consideration shall
be distributed as the court directs but debts having priority retain their priority.
Upon confirmation of an extension proposal, the court either dismisses the pro
ceeding or retains jurisdiction during the extension period in order to protect
the estate and enforce the terms of the proposal.
(k) At any time within six months after confirmation of a composition or
extension proposal, the judge may set aside the confirmation on the ground of
fraud. But a party who petitions for this must show that prior to the con
firmation he had no knowledge of the fraud.
(1) The court may appoint the trustee nominated by the creditors, or if
none has been nominated, the court may appoint any qualified person as
trustee to liquidate the estate if any one of the following conditions exists: (1)
if the debtor fails to comply with any of the terms required of him as to pro
tection and indemnity, (2) if the debtor fails to make the required deposit in
case of a composition, (3) if the debtor’s proposal is not accepted by the
creditors, (4) if confirmation has been denied, or (5) if the debtor without
sufficient reason defaults in any payment required under an extension agree
ment where the court has retained jurisdiction of the debtor or his property.
In addition, the court will adjudge the debtor a bankrupt if confirmation of his
proposal has been denied or if the court is satisfied that he commenced or pro
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longed the proceeding for the purpose of delaying creditors or avoiding an
adjudication in bankruptcy. But no order of liquidation or adjudication shall
be entered without the debtor’s consent when he is a wage earner or farmer.
(n) The court may enjoin any secured creditor who may be affected by an
extension proposal from proceeding in any court for the enforcement of his
claim until the extension has been confirmed or denied by the court.
(p) Involuntary proceedings under this section can not be taken against a
wage earner.
An interesting side-light upon our present economic situation is thrown by
a provision in this amendment that bankrupt funds may be deposited without
limit as to amount in the postal savings depositories if local banks are unable or
unwilling to give the required security.

American Institute of Accountants
TRIAL BOARD
The council of the American Institute of Accountants, sitting as a trial board
in the Chamber of Commerce of the United States of America at Washington,
D. C., on Monday, April 10, 1933, heard charges preferred against members of
the Institute by the committee on professional ethics.
The complaint dealt with a principle of professional conduct discussed edi
torially in The Journal of Accountancy in the issue of May, 1933.
After a hearing at which the members concerned were present or repre
sented, the trial board admonished them to refrain in future from such acts as
those of which complaint had been made.
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